Since the inception of the fraud on the market doctrine, which facilitates class actions by creating a rebuttable presumption that class members relied upon the integrity of the security's market price in making their investment decisions, the efficient market hypothesis has played a critical role in securities litigation. 1 As research in financial economics has progressed, the concept of market efficiency in the academic finance literature has become more rich and nuanced. Courts, however, have been relatively slow to adopt this newer academic interpretation. In that regard, the recent decision in Miller v.
Thane International, Inc. is a significant innovation that brings legal precedent more in line with current research in finance. The point of this short paper is to explain how. To do so, I begin by first reviewing briefly the history of the Thane litigation. I then turn to the question of how the concept of market efficiency has evolved in the academic finance literature. The final section explains how the Thane decision incorporates academic thinking and, thereby, promotes a more balanced application of the concept of market efficiency in securities litigation.
The Thane Litigation History
The following description of the facts and the history of the Thane litigation is taken largely from the appellate decision. In November 2001, defendant Thane International, Inc. ("Thane"), a company that markets consumer products through home shopping channels, infomercials, and other similar means, and Reliant Interactive Media Causation. The District Court observed that there could be no loss as long as Thane's stock price remained at or above the price of $7.00 that the investors had paid for the stock in the merger and that, consequently, there could be no loss causation if the stock price did not drop below $7.00 after reacting to the failure to list on the NMS. The stock remained at or above that price for nineteen days. Accordingly, the District Court focused on whether the stock price "impounded," i.e., absorbed, the non-listing on NMS in this nineteen-day period. It held that Thane had carried its burden to show that the stock did so. In response to this decision, the investor class filed a second appeal.
The Evolution of the Concept of Market Efficiency
The efficient market hypothesis is one of the cornerstones of modern finance. As originally defined by Eugene Fama in his classic review article which summarized prior research on this subject, an efficient market is one in which the price of a security reflects all publicly available information related to the value of that security. 3 The hypothesis that the stock market is efficient was immediately controversial when it was first articulated in the mid-1960's because if market prices reflect all publicly available information, then professional investors and money managers would not be able to find undervalued securities. As a result, the hypothesis was a clear threat to the investment management industry. The controversy that ensued launched a wave of research on market efficiency.
The general finding of this early research, of which Michael Jensen's work on mutual funds is one of the most prominent examples, was that the hypothesis of market efficiency could not be rejected at conventional levels of significance. 4 However, failure to reject is not the same as acceptance of a hypothesis. If the tests are not sufficiently powerful, they may fail to uncover various types of inefficiency.
As the empirical research became more specialized and sophisticated, evidence of potential inefficiencies began to accumulate. In recent years, that evidence has grown to the point where an entire sub-field of behavioral finance has blossomed. There are now hundreds of papers documenting pricing anomalies of one type or another, even for the most actively traded common stocks.
3 Eugene F. Fama, 1970, "Efficient Capital Markets: A Review of Theory and Empirical Work," Journal of Finance, 25, [269] [270] [271] [272] [273] [274] [275] [276] [277] [278] [279] [280] [281] [282] . To be precise, Professor Fama defined three forms of market efficiency. The strong form, the semi-strong form and the weak form. The strong form holds that market prices of securities reflect all available information, whether public or not. The semi-strong form holds that prices reflect all publicly available information. The weak form holds that prices only reflect information related to the trading history of securities. Both the strong and the weak form have become historical footnotes. The efficient market hypothesis as commonly understood is Professor Fama's semi-strong form.
At the same time that more sophisticated empirical tests were being developed, theoretical research was also questioning the efficient market hypothesis. Most notably, work by Grossman and Stiglitz (1980) and Cornell and Roll (1981) reached the conclusion that markets could never be efficient in economic equilibrium. 5 The reason for this is straightforward. If market prices reflect all publicly available information, then investors have no incentive to engage in research to find undervalued securities because there are none. But if investors fail to do research, there is no mechanism by which prices are driven to fair value. Therefore, prices will diverge from fair value and market inefficiencies will arise. The solution to this dilemma is that markets must be sufficiently inefficient in equilibrium that sophisticated investors can earn a fair rate of return on the time and effort they put into investment research. Markets can never be completely efficient.
At the other extreme, it is even hard to know what is meant by a completely inefficient market. Given Fama's definition, a completely inefficient market would be one in which there was no relation between price and value. The concept of such a completely inefficient market is nonsensical. Markets exist because price is an effective tool for rationing resources. If price had no relation to value, the rationing process would breakdown entirely and the market would collapse. Accordingly, even the most inefficient markets are likely to exhibit a good deal of efficiency in that price is a reasonable, if not perfect, estimator of value. For example, although the used car market may not be perfectly efficient, there is clearly a relation between price and value. Porsches do not sell for less than Ford Pintos of the same vintage and state of repair.
The upshot of this line of empirical and theoretical research in finance is that it makes little sense to speak of a market as efficient or not in a binary sense. The more appropriate concept is one of relative efficiency. That concept is aptly illustrated by an analogy offered by Campbell, Lo and MacKinlay. 6 The authors note that physical systems are often given an efficiency rating based on the proportion of fuel converted to useful work. For instance, a piston engine may be rated at 60% efficiency, meaning that 60% of the energy in the fuel is converted to useful work while the other 40% is lost.
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Recognizing this, engineers never consider testing whether or not a particular system is perfectly efficient because they know that is impossible. Instead, they focus their efforts on measuring relative efficiency. Financial economists now think of markets in the same way as properly characterized by their relative efficiency. There are no perfectly efficient or completely inefficient markets.
At a practical level, there are a variety of ways in which relative efficiency could be assessed. One is to measure the speed of the response of security prices to information.
Research in finance has shown that security prices respond quickly, but not 
The Thane Decision and Relative Market Efficiency
The fundamental question that the appellate Court in "inefficient" market is never precisely defined. It would be more appropriate to say that the stock traded in a market that was not sufficiently efficient to satisfy the Cammer criteria. Later in the decision the Court takes exactly this approach.
Focusing on relative efficiency is important because it avoids the apparent paradox that arises by saying that the stock traded in an inefficient market but that the market price still impounded the information that Thane was listed on the OTCBB instead of the NMS.
In terms of relative efficiency that combination of facts makes perfect sense. Although the market for Thane's stock was not sufficiently efficient to meet the Cammer criteria, it was sufficiently efficient to impound the obvious information related to where the stock was traded. In the foregoing, the Eckstein Court was wise to put the word "inefficient" in quotation marks. The issue is not inefficiency per se, but a level of efficiency lower than that necessary to meet the Cammer benchmark. When considered in its entirety, the Court's holding clearly distinguishes levels of efficiency requiring differing benchmarks depending upon the legal circumstances.
As further evidence of its adoption of relative efficiency, the Court goes on to observe that the Cammer hurdle for efficiency was specifically designed to be a high one, In conclusion, the idea that markets are either efficient or inefficient is one that finance scholars rejected more than thirty years ago in favor of the concept of relative efficiency. Despite this, securities law has often treated market efficiency as a yes-or-no question. Such a dichotomy makes legal decisions difficult to reconcile with the actual behavior of markets. By adopting a standard of relative efficiency, the Court in Thane properly recognizes that the question of efficiency is relative and contextual. That is, courts should ask not whether a market is efficient or inefficient, but whether it is sufficiently efficient, as judged by a proper benchmark, to address the particular legal question at issue. For example, as the Thane Court concluded, the efficiency benchmark for class certification differs from that for loss causation.
